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The relationship between access to finance and growth of SMEs in
developing economies: financial literacy as a moderator

Abstract

Purpose — The main purpose of this paper is to establish the moderating effect of
financial literacy in the relationship between access to finance and growth of SMEs in
developing economies. Thus, this study seeks to establish whether financial literacy
moderates the relationship between access to finance and growth of SMEs in a
developing economy like Uganda.
Design/methodology/approach — Cross sectional research design was employed
in the study and data were collected from 169 SMEs located in Jinja and Iganga
central markets. ModGraph (Excel programme) was used to test for the moderating
effect of financial literacy in the relationship between access to finance and growth of
SMEs in developing economies.
Findings — The findings reveal a positive and significant moderating effect of
financial literacy in the relationship between access to finance and growth of SMEs in
developing economies. In addition, financial literacy and access to finance also have
significant and positive effects on growth of SMEs in developing economies.
Research limitations/implications — The study collected data from only SMEs
located in Uganda, and there is an opportunity to test this finding in other
developing economies. Furthermore, the findings from the study are based on
quantitative data collected through use of semi-structured questionnaires. Besides,
the study was purely cross-sectional hence, ignoring the characteristics of SMEs,
which could be investigated using longitudinal study design.
Practical implications — The study highlight the importance of financial literacy
in promoting access to finance, which is necessary for growth of SMEs in developing
economies. Owners of SMEs could attend financial literacy programs provided by
entrepreneurial skill development organizations to enable them to acquire financial
knowledge and skills so as to make wise and better financial decisions and choices.
Originality/value - The study contributes to existing international
entrepreneurship literature by indicating the moderating effect of financial literacy in
the relationship between access to finance and growth of SMEs in developing
economies. The study shows that for SMEs to access finance in order to grow there is
need for financial literacy that promotes effective and efficient use of loans/credits.
SMEs in developing economies need financial literacy, which helps them to make
wise financial decisions and choices before accessing financial services like loans.
Key words: Financial literacy, Developing economies, Access to finance, SMEs,

Uganda, Entrepreneurship
Paper type: Research paper

Introduction

Scholars such as Abor & Quartey (2010) suggest that Small and Medium
Enterprises (SMEs) promotes economic development, especially in developing
economies. World Bank (2015) observes that SMEs contributes up to 45% to total
employment and 33% to national income in developing economies.

However, scholars such as Schiffer & Weder (2001); Cressy (2002); and Beck
et al., (2008) have argued that the role of SMEs in economic development has been
limited by lack of access to financial services, especially from formal financial
institutions. This is due to the low level of financial literacy among SMEs owners and
managers. Thus, De Mel, McKenzie & Woodruff (2012) observe that financial literacy
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through business training, results into acquisition of financial knowledge and
business skills necessary for SMEs’ growth in developing countries (see also Balarezo
& Nielsen, 2017; Bruhn, Karlan & Schoar, 2010).

Not only have SMEs developed strong capabilities to compete locally, but they
also internationalize and compete globally. The literature on born global or early
internationalizing firms highlights the ability of SMEs to identify opportunities in the
international markets from their very inception (see for example Dow, 2017;
McDougall, 1989; McDougall & Oviatt, 2000; Oviatt & McDougall, 1994). For this
international strategy to be implemented, SMEs need to develop financial literacy to
understand and execute an effective plan for accessing finance. Indeed, Fatoki (2014)
believes that financially literate SMEs owners tend to make better financial decisions
with fewer management mistakes than their counterparts who are financially
illiterate. This is supported by Okello, Ntayi, Munene & Nkote (2016) who found that
financial literacy helps individuals to make wise financial decisions and choices,
which improves access and use of financial services by SMEs. Furthermore, the
MasterCard (2011) also observes that financial literacy helps SMEs owners to
evaluate financial products and, thus, make informed decisions that facilitate proper
debt management among SMEs owners. Low level of financial literacy can prevent
SMEs from adequately assessing and understanding different financing options, and
from navigating complex loan application procedures.

Findings by Karlan & Valdivia (2011) indicate that business education
program for female micro entrepreneurs in Peru improved recordkeeping of SMEs.
This is consistent with Drexler, Fischer & Schoar (2011) who found that basic rules
of-thumb-based training in financial literacy results into improvement in business
outcomes among SMEs in Dominican Republic. Besides, Bruhn & Zia (2011) contend
that formal business and financial training improved business practices and
investments among medium-scale enterprises in Bosnia-Herzegovina. Thus, it can be
argued that financial literacy, which entails acquisition of financial knowledge and
skills, helps SMEs owners to make wise financial decisions and choices.

Previous studies such as Abor & Quartey (2010); Karlan & Valdivia (2011);
Drexler, Fischer & Schoar (2011); Aghion & Bolton (1997); Kevane & Wydick (2001);
Schiffer & Weder (2001); Cressy (2002); Beck et al., (2008), Lois & Annette (2005)
have examined the impact of access to finance on growth of SMEs in both developed
and developing economies. However, these studies ignore the moderating role of
financial literacy in the relationship between access to finance and growth of SMEs in
developing economies. Additionally, Adomako, Danso & Ofori (2016) also examined
the moderating influence of financial literacy on the relationship between access to
finance and firm growth in Ghana. However, their study focused basically on SMEs
in general and was not firm specific. Besides, their study was conducted in Ghana
with different institutional settings compared to Uganda. Similarly, Uganda
Investment Authority (2016) also argues that 80% of SMEs in Uganda fail to survive
and cease to operate within the first year of their inception, partly because of poor
investment decision making and choices, which may not be the case in other
countries in the region, such as Ghana. Theoretically, Schumpeter (1991) defines an
entrepreneur as someone who establishes a new business to produce a new product
or to make an old product in a new way. Schumpeter argues that an entrepreneur is
an innovator, not an imitator in production and, as an innovator, naturally he is
monopolist. Since economic progress comes from innovations, innovator monopolist
should be protected and entrepreneurship should be encouraged. Thus,
entrepreneurs need financial resources in the economic process in order to exploit
opportunities that exist in markets. However, entrepreneurship theorist such as
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Schumpeter ignores factors such as financial literacy that helps innovative
entrepreneurs to make investment decisions in economic process.

Therefore, the main purpose of this study is to explore and understand the
moderating role of financial literacy in the relationship between access to finance and
growth of SMEs engaged in agriculture in developing economies with a specific focus
on Uganda. Financial literacy helps managers to make strategic investment decisions
and choices that can enable their firms to grow and prosper. The study revealed that
financial literacy significantly moderate the relationship between access to finance
and growth of SMEs in developing economies. Thus, this study contributes to
existing international entrepreneurship literature by showing the powerful role of
financial literacy in promoting access to finance and growth among SMEs in
developing economies. It helps managers of SMEs to acquire knowledge, skills and
ability to strategize their financial decisions and choices. Furthermore, it prepares
SMEs for tough financial times through strategies that mitigate risk such as avoiding
over indebtedness.

Review of related literature and hypotheses development

Access to finance and financial management has been identified in many business
surveys as the most important factor in determining the survival and growth of SMEs
(IFC, 2010; OECD, 2006). Beck & Demirguc-Kunt, (2006) argue that access to
finance allows SMEs in developing economies to undertake productive investments
to expand their businesses and to acquire the latest technologies, thus ensuring their
competitiveness, and fostering innovation, macro-economic resilience, and GDP
growth. Kevane & Wydick (2001) also suggest that provision of credit to micro
enterprises encourages economic growth in the informal sector through promoting
increased capitalization of business, creating employment opportunities, and long-
term income growth. This is supported by Aghion & Bolton (1997) who argue that
more credit means more entrepreneurship, more firm formation, and economic
growth.

Scholars such as Tiwari, Shahbaz & Islam (2013) postulate that provision of
financially disadvantaged families with low cost loans and increasing access to
various sources of funding, which is used for business growth can lead to poverty
reduction and employment creation (see also Davidsson, Achtenhagen & Naldi,
2010). A study by World Bank (2013) indicate that access to finance improved firm
performance and growth by facilitating market entry, risk reduction, promoting
innovation, and entrepreneurial activity in developing economies. Therefore, we can
hypothesize that:

Hi: Access to finance significantly affects growth of SMEs in developing economies.

Financial literacy can be an important determinant of access to finance (Cole
& Fernando, 2008). Low levels of financial literacy may prevent the take-up of more
complicated financial products such as insurance, since clients may be hesitant to
buy a product whose utility they do not fully comprehend.

De Mel, McKenzie & Woodruff (2008) argue that financial literacy through
business skills acquisition are important driver of SMEs’ growth and a key
determinant of productivity. Financial literacy referred to as ‘ability to obtain,
understand and evaluate the relevant information necessary to make financial
decisions and choices with an awareness of the likely financial consequences’ is
critical for access to financial services by SMEs in developing economies.
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Njoroge & Gathungu (2013) further contend that individuals with financial
literacy skills tend to make better financial decisions with fewer management
mistakes than their counterparts who are financially illiterate. Thus, sound financial
management is critical to the survival and management of SMEs because financial
literacy skills empowers and educates SMEs owners so that they can evaluate
financial products and make informed decisions. Besides, financial literacy also
builds the risk management skills of SMEs owners. Siekei et al., (2013) elucidate that
financial literacy prepares SMEs owners for tough financial times through strategies
that mitigate risk such as accumulating savings, diversifying assets, and avoiding
over indebtedness.

Therefore, we can conclude that financial literacy among SMEs owners and
managers is critical in ensuring that SMEs grow from small and medium to large
enterprises, and we hypothesize that:

Hz2: Financial literacy significantly affects access to finance by SMEs in developing
economies.

United Nations (2003) states that financial literacy, which is the ability to use
knowledge and skills to manage financial resources, is a key ingredient to financial
success of SMEs in developing economies, especially as a tool for fighting poverty.
Scholarly work shows that SMEs run by financial literate entrepreneurs have a
higher chance of being more successful than those run by illiterate counterparts.

Financial literacy enables managers and owners of SMEs in developing
economies to make appropriate financial decisions and choices about the complex
financial products offered by the financial systems without being intimidated. A
compelling body of evidence demonstrates a strong association between financial
literacy and entrepreneurs’ success.

Scholars like Lusardi & Tufano (2009); Moore (2003) observe that financial
literacy helps managers of SMEs in developing economies to acquire knowledge,
skills, and ability to financially strategize their financial decisions and choices.
Nunoo & Andoh (2012) found that financial literacy positively affects SMEs
performance in Ghana, who tend to save more and have better risk management by
purchasing insurance contracts. This is consistent with a study by Simeyo et al.,
(2011), which revealed that financial literacy training among micro enterprises in
Kenya had a significant positive impact on their performance. Thus, financial literacy
facilitates SMEs expansion and enhances their profitability, productivity and
competitive advantage. Hence, here we derive the hypothesize that:

H3: Financial literacy significantly affects growth of SMEs in developing
economies.

Lack of business management skills can magnify financial barriers for SMEs.
Low degree of financial literacy can prevent the performance level of SMEs from
adequately assessing and understanding different financing provision, and for
navigating complex loan application procedures.

According to Bosma & Harding (2006), many SMEs in developing countries
fail because they lack financial literacy and they have insufficient business acuity,
which undermines entrepreneurial activity. Indeed, Spinelli, Timmons & Adams
(2011) observe that financing literacy is identified as one of the critical managerial
competencies in SMEs firm and development.
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Oseifuah (2010) suggests that entrepreneurs, regardless of their age,
consistently engaged in decision-making activities concerning resource procurement,
allocation, and utilization. Such activities always have financial consequences and
thus, in order to be effective, entrepreneurs must be financially literate.

Additionally, scholars like Fidler & Webster (1996) argue that basic business
skill training is critical in accompanying the provision of micro loans to improve the
capacity of SMEs managers to use the loans. Besides, it also provides with knowledge
in more effective use of financial products and services. This reduces their
vulnerability to overzealous financial institutions and fraudulent schemes.

This is supported by Mutegi & Phelister (2015) who revealed that financial
literacy facilitates the decision making processes such as payment of bills on time,
proper debt management, which improves the credit worthiness of SMEs to support
livelihoods, economic growth, sound financial systems, and poverty reduction. Siekei
(2013) also states that credit management skills obtained through financial literacy
programme helps SMEs owners in management of loan portfolios to ensure that loan
liability is minimized and interest expenses minimized. Financial literacy helps SMEs
owners to acquire financial knowledge and skills necessary for business planning,
initiating savings plan, and making strategic investment decisions (Greenspan,
2002). Thus, proper application of financial knowledge and skills helps SMEs owners
in developing economies to meet their financial obligations through planning,
resource allocation, and utility derivation. Therefore, we derive the hypothesis that:

Hy4: Financial literacy significantly moderates in the relationship between access to

finance and growth of SMEs in developing economies.

Figure 1: Conceptual model for the study

A > Growth of
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The current study adopted the use of cross sectional research design to
establish the moderating effect of financial literacy in the relationship between access
to finance and growth of SMEs in developing economies. Thus, to test the hypotheses
set under this study, data were collected from 169 SMEs located in Jinja and Iganga
Districts, in eastern Uganda. This is justified by the fact that most microfinance
banks that provide SMEs loans have many branches located in the eastern districts of
Jinja and Iganga.

SMEs in Uganda account for 90% of the total employment and contribute
about 4.6% to the country’s GDP (Ernst & Young, 2011). Businesses that have 5 to 50
employees are considered to be small businesses, and those employing 51 to 500
people are considered to be medium sized. There are 300 registered SMEs located in
Jinja and Iganga Districts in eastern Uganda (Gem Report, 2014). For the purpose of
this study, 169 SMEs were selected from a population of 300 SMEs based on sample
size determination Krejcie & Morgan (1970). Therefore, a total sample of 169 SMEs
was used in this study.

Simple probability sampling method was used to select SMEs for this study.
Data were collected from a total of 169 SMEs located in Jinja and Iganga Districts.
Before the main study, the questionnaire was pre-tested in Bugembe main market.
Therefore, only concise, simple and short questions were retained in the
questionnaire for the final study. SMEs were the unit of analyses, while SMEs owner
managers were the unit of inquiry. Thus, 100% response rate was realized in the
study.

The study used a semi-structured questionnaire with items adopted from past
studies, which were deemed reliable and valid. The results generated indicated that
access to finance, financial literacy, and financial inclusion had Cronbach alpha
coefficient of 0.848, 0.970, and 0.988 respectively (Cronbach, 1951).

Measures for the variables under this study were adopted from past studies.
The dimensions of accessibility, usage, quality (relevance), and welfare impact were
used to measure access to finance (Claessens, 2006; Beck et al., 2008; Ardic et al.,
2011). Besides, financial literacy was measured using the dimensions of knowledge,
skills, attitude, and behaviour as adopted from Atkinson & Messy (2014), Lusardi &
Mitchell (2014), Holzmann (2010). Furthermore, growth of SMEs was measured
using the dimensions of sale and assets as adopted from Davidsson et al., (2006) and
Delmar et al., (2003). The items included in the questionnaire were put on a 5 point
likert scale with 1-strongly disagree, 2-disagree, 3-not sure, 4-agree, and 5 strongly
agree.

The raw data collected from the field were captured into SPPS data analysis
software and checks for data entry errors, missing values, outliers, and normality
were carried out. Frequencies for the different items were generated to check for
missing data. The results showed that the data were missing completely at random at
less than 5 percent, which is recommended for replacement (Field, 2005). Thus,
linear interpolation data replacement method was used to replace the missing data
(Hair et al., 2010). Similarly, Box plots were used to test for existence of outliers in
the data. The results indicated that there were no outliers in the data. Besides, the
histogram, normal p-p plots, and scatter plots were used to test for normality in the
data. The results indicated that the histogram was bell-shaped, indicating that the
data were normally distributed. The normal p-p plots revealed that the data were
normal since most observed values were falling along the straight line. In addition,
the scatter plots results also showed that most cases are clustered together and seems
to fall within the vicinity of other points hence, showing signs of association between
the cases.
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Test for common method bias was performed to ensure that the items used in
the study are free from errors (Podsakoff et al., 2003). Procedural remedy was
adopted to solve the problem of common method bias. All ambiguous/unfamiliar
terms were defined and vague concepts were removed by keeping questions simple,
specific and concise, avoiding double barreled questions, and decomposing questions
into simpler more focused questions (Tourangea et al., 2000). Thus, common
method bias that can cause type 1 and 2 errors was not a problem in the data.

Exploratory factor analysis (EFA) was performed on all variables under study
by running principal component analysis based on the extraction method using
Varimax with Kaiser Normalization. This was done to determine convergent and
divergent validity among items under all constructs used in this study. The results of
the EFA indicated that two items loaded well onto ease of access (11%), while two
other items loaded well onto usage (12%), and three items loaded well onto
quality/relevance (15%), with three other items loading well onto the construct of
welfare impact (22%). Besides, the results also showed that seven items loaded well
onto behaviour (44%), two items loaded well onto attitude (12%), two other items
loaded well onto skills (12%), and two other items loaded well onto knowledge (12%).
In addition, the results also revealed that five items loaded well onto the construct of
sales, and five other items loaded well onto the construct of assets. The EFA and the
descriptive results are indicated in the appendix section.

Baron & Kenny (1986) observe that for interaction to exist, the effect of
predictor variable on the outcome variable should vary as a function of change in the
moderator variable. Additionally, Jose (2008) also argues that test for interaction
should be performed by centring the predictor variables and the product of the
centred variable should be obtained to generate the interaction term. The predictor
variable and outcome variable in this study were centred to obtain their marginal
means. Besides, the interaction term was generated by getting the product of
marginal means of predictor variables and outcome variable. Therefore, based on the
rule of interactions, if the beta coefficient of the interaction term is significant, then
there is proof of existence of interaction in the model.

Furthermore, Jose (2008) stipulates that the interaction effect should be
graphically depicted by plotting the moderation effect on ModGraph excel
programme for moderation. This helps to confirm whether there is interaction effect
between the independent, moderator, and dependent variables in the model. Thus,
the lines should not be parallel and the magnitude of an effect should be greater at
one level of a variable than at another (1991). This implies that interaction is present
and significant.

Results and discussion

Demographic characteristics

The results from the study revealed that majority (71%) of the respondents
were female, while 29% were male. Besides, the findings indicated that 35% of the
respondents were in the 30-39 years age bracket, while 27% were in 40-49 years age
bracket, and 25% were in 20-29 years age bracket. In addition, the results also
showed that 12% were in the 50-59 years age bracket, while only 1% in the 60+ age
bracket.

Furthermore, the findings from the study also indicated that 43% of the
respondents had attained certificate level of education, while 21% had attained
diploma and advanced level of education respectively. More so, 11% had attained
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ordinary level of education and 4% had bachelors’ degree, with only 1% who had
attained post graduate level of education.

In terms of business ventures, the results revealed that 34% were involved in
trade and commerce, 25% in transport, 17% in farming, 12% in service industry, 5%
in welding, 4% in carpentry, 2% in selling clothes, and 1% in restaurant and crafts
respectively. Besides, the results showed that majority (99%) of the business were
operated by owner managers, and only 1% operated by non-owner. Further analysis
of the findings revealed that 85% of the respondents had business training and 15%

did not attend business training.

Table 1: Demographic characteristics of respondents
frequency percentage cumulative %

Gender
Male 120 71.0 71.0
Female 49 29.0

100.0
Total 169 100.0
Age
20-29 42 24.9 24.9
30-39 59 34-9 59.8
40-49 46 27.2 87.0
50-59 21 12.4 99.4
60-above 1 0.6 100.0
Total 169 100.0
Education level
Post graduate 1 0.6 0.6
Bachelors degree 6 3.6 4.1
Diploma 35 20.7 24.9
Certificate 73 43.2 68.0
A-Level 35 20.7 88.0
O-Level 19 11.2 100.0
Total 169 100.0
Business venture
Service industry 21 12.4 12.4
Transport 42 24.9 37.3
Farming 29 17.2 54.4
Trade and commerce 57 33.7

88.2
Welding 9 5.3 93.5
Carpentry 6 3.6 97.0
Restaurant 1 0.6 97.6
Craft 1 0.6 08.2
Clothes 3 1.8 100.0
Total 169 100.0
Business training
Yes 1453 84.6 84.6
No 26 15.4 100.0
Total 169 100.0

Business ownership
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Owners 168 99.4 99.4
None owners 1 0.6 100.0
Total 169 100.0

The main purpose of this study is to establish the moderating effect of
financial literacy in the relationship between access to finance and growth of SMEs in
developing economies with a specific focus on Uganda. Thus, Pearson’s zero order
correlation and hierarchical regression analysis were adopted to examine the
relationships between the independent, moderator, and dependent variables and to
determine their effects on the outcome variable. The results are indicated in table 2

and 3 below.

Table 2: Descriptive statistics and Pearson’s Zero order correlations matrix
Variables Mean SD 1 2 3
Access to finance (1) 3.636 .565 1.000

Financial literacy (2) 3.820 482 .159% 1.000

Growth (3) 3.603 .202 .199** .034** 1.000

* Significance level at 0.05 level (2-tailed); ** Significance level at 0.01 level (2-tailed); n = 169

Access to finance and growth of SMEs

The main purpose of the study is to establish the relationship between access
to finance and growth of SMEs in developing economies. The results indicated that
there is a positive and significant association between access to finance and growth of
SME:s in developing economies (r = .199, p<.01). This implies that access to finance
has an impact on growth of SMEs, thus, our hypothesis (H1) of the study was
supported. Access to finance by SMEs in developing economies helps them to
increase their income, build viable businesses, and reduce their vulnerability to
external shocks. Beck et al., (2008) suggest that access to finance by SMEs helps
them to realize growth in output, employment generation, profitability, efficiency,
exports, productivity and return on assets.

Financial literacy and access to finance by SMEs

Further, the zero order correlation results indicated a positive and significant
relationship between financial literacy and access to finance (r = .159, p<.05). This
means that financial literacy influences access to finance by SMEs in developing
economies. This lends support to our hypothesis (H2) of the study, which states that
financial literacy significantly affects access to finance by SMEs in developing
economies. The findings supports the statement that financial literacy is the ability to
obtain, understand and evaluate relevant information necessary to make financial
decisions and choices with an awareness of the likely financial consequences. Indeed,
Siekei et al., (2013) argue that financial literacy prepares SMEs owners for tough
financial times through strategies that mitigate risk such as avoiding over
indebtedness. Thus, financial literacy enables SMEs managers to make appropriate
financial decisions and choices about complex financial products offered by the
financial systems without being intimidated.
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Financial literacy and growth of SMEs

Besides, the results showed that financial literacy and growth of SMEs in
developing economies are positively and significantly related (r = .934, p<.01),
therefore, supporting our hypothesis (H3) of the study, which states that financial
literacy significantly affects growth of SMEs in developing economies. Financial
literacy, which is the ability to use knowledge and skills to manage financial
resources effectively for a lifetime of financial well-being, is a key ingredient to
financial success of SMEs, especially as a tool for fighting poverty in developing
economies. Indeed, existing scholarly work shows that SMEs run by financial literate
entrepreneurs have a higher chance of being more successful than those run by
illiterate counterparts.

Furthermore, hierarchical regression model was adopted to explain the
predict effects of independent and moderator variables on the outcome variable. The
results generated are shown in table 3 below.

Table 3: Hierarchal regression model for the interaction effect

Growth
Variables Model 1 Model 2 Model 3 VIF
Constant 2.778 1.227 .604
Access to finance (Main effect) .235%* 174%% .199** 1.000
Financial literacy (Moderator) .624%* .393%* 1.018
Interaction term 147* 1.018
R2 .040 .191 .279
AR2 151 .088
AF 6.910%* 31.139%* .327

*P<.053**P<.01; n = 169

The results in table 3 above indicated that there is a significant relationship
between access to finance and growth of SMEs in developing economies (f§ = .199,
p<.01). This supports our hypothesis (H1) of the study, which states that access to
finance significantly affects growth of SMEs in developing economies.

OECD (2006) & IFC (2010) argue that access to finance is necessary for
creation of economic environment that enables firms to grow and prosper. Increased
access to finance for SMEs can improve economic conditions in developing countries
by fostering innovation, macro-economic resilience, and GDP growth. According to
Kevane & Wydick (2001), provision of credit to micro enterprises encourages
economic growth in the informal sector through promoting increased capitalization
of business, creating employment opportunities, and long-term income growth. This
is supported by Aghion & Bolton (1997) who observe that more credit means more
entrepreneurship, more firm formation, and economic growth.

In addition, the regression results also revealed that financial literacy has a
significant effect on access to finance by SMEs in developing economies (§ = .624,
p<.01). The results lend support to our hypothesis (H2) of the study. This finding is
in line with Njoroge & Gathungu (2013) who argue that SMEs managers with
financial literacy skills tend to make better financial decisions with fewer
management mistakes than their counterparts who are financially illiterate. Thus,
sound financial management is critical to the survival and management of SMEs
because financial literacy skills empowers and educates SMEs owners so that they
are able to evaluate financial products and make informed decisions.
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The results also showed that there is a significant impact of financial literacy
on growth of SMEs in developing economies ( = .393, p<.01). This supports our
hypothesis (H3) of the study. Financial literacy, which is the ability to use financial
knowledge and skills to manage financial resources effectively, is a key ingredient to
financial success of SMEs, especially as a tool for fighting poverty (United Nations,
2003). SMEs run by financial literate entrepreneurs have a higher chance of being
more successful than those run by illiterate counterparts. Financial literacy enables
managers and owners of SMEs in developing economies to make financial decisions
and choices about the complex financial products offered by the financial systems
without being intimidated. A compelling body of evidence demonstrates a strong
association between financial literacy and entrepreneurs’ success in developing
countries. Scholars like Lusardi & Tufano (2009); Moore (2003) argue that financial
literacy helps managers of SMEs to acquire knowledge, skills, and ability to
financially strategize in order to make financial decisions and choices. Thus, financial
literacy facilitates SMEs expansion and enhances their profitability, productivity and
competitive advantage.

Financial literacy: moderator between access to finance and growth of
SMEs

More so, the hierarchical regression results indicated that financial literacy
significantly moderates in the relationship between access to finance and growth of
SME:s in developing economies. The interaction effect between financial literacy and
access to finance is positive and significant (f = .147, p<.05) since the magnitude of
an effect has increased from one level to another. Indeed, Aiken & West (1991)
stipulate that two variables interact if a particular combination of these variables
leads to results that would not be anticipated on the basis of the main effects of those
variables.

The findings indicated that the interactive term as a result of including
financial literacy as a moderator boosted the main effects (access to finance) by 8.8%
to explain variation in growth (AR2 = 0.088). The inclusion of interactive term
between access to finance and financial literacy increased the predictive power of
access to finance by 8.8% as indicated by an increase from 19.1% to 27.9%. Thus, this
result showed that the interactive term boosted the main effect to explain variance in
growth of SMEs in developing economies like Uganda.

Therefore, since the interaction effect is significant and positive in the last
model (model 3), we can conclude that our hypothesis (H4) of the study is supported.
Indeed, Spinelli et al., (2011) argue that financial literacy is identified as one of the
critical managerial competencies in SMEs firm and development in developing
countries. Besides, Oseifuah (2010) suggests that entrepreneurs, regardless of their
age, consistently engaged in decision-making activities concerning resource
procurement, allocation, and utilization. Such activities always have financial
consequences and, thus, in order to be effective, entrepreneurs in developing
countries must be financially literate. In addition, Fidler & Webster (1996) also
suggest that basic business skill training should accompany the provision of micro
loans to improve the capacity of SMEs managers to use funds. Besides, it also
provides greater control and more effective use of financial products and services,
and reduced vulnerability to overzealous and fraudulent schemes. Similarly, also
Greenspan (2002) argues that financial literacy helps SMEs owners to acquire
financial knowledge necessary to create business planning, initiate savings plan, and
make strategic investment decisions.
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From another perspective, Jose (2008) recommends that the results from the
hierarchical regression can be plotted on a ModGraph to show the interaction effect
of the moderator variable in the relationship between the independent and the
outcome variables. The ModGraph is derived by plotting the interaction effects of the
means and standard deviations with unstandardized coefficients of main effects
(access to finance), moderator (financial literacy), and the interaction term.

The rule of interaction stipulates that the graph should not be parallel or must
have different gradients or slopes for interaction to be significant. Besides, the effect
of the interaction can be explained based on high, medium, and low impact based on
the graph generated. Thus, the graphing was performed and the results are indicated
in figure 1 below. The results showed that the slopes/gradients of the interaction are
were not parallel, therefore, the rule for moderation was met and tenable as
stipulated by Jose (2008).

Graph 1: ModGraph for the interaction effect of financial literacy between access
to finance and growth in developing economies
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Conclusions and Recommendation

The results indicated that there is a significant relationship between access to

finance and growth of SMEs in developing economies. Increase in access to finance
by SMEs can improve economic conditions in developing countries by fostering
innovation, macro-economic resilience, and GDP growth. Thus, managers of SMEs in
developing economies with limited finances should consider recapitalizing their
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businesses through accessing more finances from existing financial service providers
such as microfinance banks.

In addition, the regression results also revealed that financial literacy has a
significant effect on access to finance by SMEs in developing countries. Indeed,
sound financial management is critical to the survival and management of SMEs in
developing economies because financial literacy skills empowers and educates SMEs
owners and managers so that they are able to evaluate financial products and make
informed decisions. Therefore, managers of SMEs in developing economies should
consider attending financial literacy training that will enable them to acquire
knowledge and skills required to make better financial decisions and choices while
operating their businesses.

Besides, the results showed that there is a significant impact of financial literacy
on growth of SMEs in developing economies. Financial literacy helps SMEs to
acquire knowledge, skills, and ability to financially strategize in order to make
financial decisions and choices. Thus, financial literacy facilitates SMEs expansion
and enhances their profitability, productivity and competitive advantage in
developing economies. Hence, managers of SMEs in developing economies should
endeavour to acquire financial literacy skills that will help them make investment
decisions in order to grow their businesses.

Finally, the hierarchical regression results indicated that financial literacy
significantly moderates in the relationship between access to finance and growth of
SMEs in developing economies. Financial literacy helps SMEs owners and managers
to acquire financial knowledge and skills necessary for them to create business
planning, initiate savings plan, and make strategic investment decisions. Managers
of SMEs in developing economies should ensure that financial literacy is a necessity
before accessing financial services such as loans from banks since it helps them to
use the borrowed money strategically in growing their businesses.

Limitations and Further Research

The study relies on data collected from one developing country, Uganda. Other
developing countries located in other regions may face similar challenges but in a
different institutional environment. Furthermore, the findings from the study are
based on quantitative data collected through use of semi-structured questionnaires,
and there is a possibility to better understand the reasons for why and how SMEs
access and use finances.

In addition, the study was purely cross-sectional, hence ignoring the characteristics
of SMEs, which could be investigated using longitudinal study design. Therefore,
future studies could adopt the use of longitudinal study to investigate behaviours of
SME:s in developing economies, which could have limited their access to finance.
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Appendix

Exploratory factor analysis for financial literacy

Ttems behaviour  attitude skills  knowledge

We have the ability to analyze our financial performance .960

periodically

My enterprise makes monthly income returns to the lender .947

I receive training on proper book keeping skills .906

My enterprise has bought formal insurance for our .896

businesses

The management of this business can compute the cost of its .870

loan funds

My enterprise operates a savings account .843

The entrepreneur can prepare basic books of accounts .801

The firm is aware of the operations of lending firms relating .836

to our financial needs

Am aware of the costs and benefits of accessing credit .835

The firm is able to correctly calculate interest rates on my loan .869
payments

We have required skills to ascertain the financial trends of the 743

firm

We have skills of minimizing losses by minimizing bad debts .868
The manager of this business has basic accounting knowledge .801

Total variance explained

Percentage of variance 47.942 13.461 11.244 7.847
Cumulative percentage 47.94 61.404 72.648 80.494
Eigen values 6.233 1.750 1.462  1.020
Notes:

Extraction method: Principal component analysis
Rotation Method: Varimax with Kaiser Normalization
Rotation converged in 5 iterations

KMO = .836

n =169
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Exploratory factor analysis for access to finance

Ttems welfare quality usage accessibility
The financial services offered by the bank has led to 756

improvement in our nutrition

The financial services offered by the bank has led to 755

improved access to health services in this household

The financial services offered by the bank has enabled 754

us pay school fees

The saving product provided by the bank is suitable for .801

us

The savings product offered by the bank is safe for us 719

The loan product provided by the bank suits our needs .692

The terms and conditions on use of loans provided by the .788

bank is favourable to us

The financial services provided by the bank is safe for us .674

The initial account opening fees charged by the bank is 785
affordable

The cost of making a trip to the bank is affordable 747

Total variance explained

Percentage of variance 22.109 15.270 11.624 11.210
Cumulative percentage 22.109 37.379 49.003 60.213
Eigen values 2.211 1.527 1.162 1.121

Notes:

Extraction method: Principal component analysis
Rotation Method: Varimax with Kaiser Normalization
Rotation converged in 5 iterations

KMO = .701

n =169
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Exploratory factor analysis for growth of SMEs

Items sales growth market share/assets
employee growth

The number of employees is small for the current needs of .873

the business

We intend to increase the number of employees .840

The increase in the number of employees has facilitated .813

growth of this business

There has been a double increase in the growth of our 732

business sales this year

Overtime, we have created more avenues for exchanging 701

goods and services

Our assets have increased this year compared to last year .879

Our long term assets have facilitated the growth of our .843

business

We intend to acquire more assets 811

We anticipate an increase in the growth of our business 707

sales this year

Our annual sales increase each year .642

Total variance explained

Percentage of variance 59.318 26.424
Cumulative percentage 59.318 85.742
Eigen values 8.932 5.374
Notes:

Extraction method: Principal component analysis
Rotation Method: Varimax with Kaiser Normalization
Rotation converged in 5 iterations

KMO = .917

n =169
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